C Construction Corporation (JCCC) is a privately held corporation with 10 shareholders, who are all members of the Carpenter family. The company was founded by Joe Carpenter in the late 1990s. The company's projects involve mostly comparatively small commercial building construction, such as restaurants and smaller-scale stores. JCCC specializes in renovation and restoration projects rather than new construction, but does occasionally take on some new construction projects. The company does not build or renovate single family homes. JCCC is located in Minnesota, near the Minneapolis/St. Paul area where remodeling contractors are in high demand.
Jill feels as though she has the company's books in good order, but has some specific questions she would like you to address. She is concerned that the company may have to report income on its contracts under the percentage of completion method for the financial statements. Although she is vaguely familiar with the method, she is not certain if it applies to JCCC. She would also like confirmation that the completed contract method should be used for tax purposes. She heard something at a tax seminar about "look back" rules for long-term contract revenue recognition, but she does not know if those rules apply to JCCC. She has asked you to write her a letter answering the following questions. She would like you to include references to the appropriate financial reporting standards and tax authority so that she has that information for her records.
Another accounting issue raised by Jill is that she is unsure how to report the investments that JCCC had. Joe Carpenter had inherited a large sum of money from his parents, which he invested in the business. Until now, the company had plenty of idle cash, which is unusual for construction contractors, and it had invested the unneeded funds in stocks of other companies. However, the company's growth and need for more cash have prompted the selling of all of the stock. None of the investments represents greater than a 2 percent ownership interest in the investee. Jill has provided you with the following information about the stock transactions. Your supervisor has looked over information provided by JCCC and has some additional concerns. JCCC has been using QuickBooks Premier Contractor edition, which has been fine in the past. However, your boss is concerned that as JCCC grows, its current accounting system may prove inadequate. She wants to show JCCC's owners that your firm can add value to their business by offering business improvement suggestions. She would like you to research alternative software solutions that might better meet the company's needs in the future. In addition, she thinks that JCCC and its owners might save a great deal of money by electing S-Corporation status for tax purposes, and would like you to look into the issue. A meeting has been set with the client in two weeks to discuss the accounting and tax issues, but your boss would like to send a letter to the client before the meeting addressing the S-Corporation and software ideas if there are solid recommendations to be made.
JCCC Stock Investments Transaction

Questions
1.
Prepare an internal document for the CPA firm's files to address the issues raised in items a through d. Be sure to include specific citations to the relevant authorities and adequately support all recommendations made.
a. For financial reporting purposes, should the company currently be using the completed contract method for contract revenue recognition, or the percentage of completion method? Identify the circumstances under which each of the two methods would be acceptable and explain why JCCC should or must use the method you are recommending. b. For income tax purposes, should the company currently be using the completed contract method for contract revenue recognition, or the percentage of completion method? Identify the circumstances under which each of the two methods would be acceptable and explain why JCCC should or must use the method you are recommending. would qualify for S-Corporation status for tax purposes and why it might be advantageous for JCCC to elect to be treated as an S-Corporation.
Teaching Notes
This case requires students to research both financial reporting standards and authoritative tax sources to answer questions commonly faced in the construction industry. This case was not based on an actual company, but rather was created based on the author's experience with the construction industry in general. While the case can be completed as an individual assignment or as a group activity, the use of groups is recommended. The case should take a total of 10 to 15 hours to complete in its entirety. It was designed for use in a capstone accounting course to demonstrate the impact of business activities on both tax reporting and financial statements.
Instructors have the option to choose only the tax-related issues if using the case in a tax course or use only the financial reporting questions in an intermediate accounting course. By having the students prepare both an internal document for the CPA firm's files and a letter to the client, the students are forced to consider the audience they are writing for and adjust the language accordingly. This can lead to a useful discussion about the level of detail and technical information required for the firm's internal documentation as compared to the need to communicate effectively to a non-accountant client.
Suggested Solutions:
1.
The students' internal memos should include specific citations to the authoritative literature and provide logical arguments for the recommendations made. Key sources and conclusions are summarized below. JCCC should use the Percentage of Completion method. ARB No. 45 and Statement of Position 81-1 (SOP 81-1) provide guidance for the accounting for long-term construction contracts. Both establish a clear preference for using the percentage-of-completion method (PCM). Per SOP 81-1, for the PCM to be used, the following conditions must be met: i) the contract should include language that clearly identifies enforceable rights in regard to the goods to be delivered or services to be performed, ii) the contractor should be reasonably sure that the customer will satisfy all obligations under the contract iii) the contractor intends to perform its obligations under the contract, iv) the contractor must be able to reasonably estimate the costs to complete contracts and determine the extent of contract completion
In other words, if JCCC's contracts have a known and realizable sales price and the company can adequately estimate its contract costs and percentage complete on contracts, then it should use the PCM. If those requirements are not met, the completed contract method must be used. SOP 81-1 also indicates that the completed contract method could be used if the results would not be materially different than PCM. JCCC has known and realizable contract prices and has a history of accurate cost estimation. Therefore, it should use the PCM for its financial reporting purposes. Under IRC § 460(b)(1), taxpayers must use the percentage of completion method to report taxable income from long-term contracts, subject to certain exceptions. The degree of completion is generally determined by comparing the total allocated contract costs incurred to date with the total estimated contract costs, otherwise known as the "cost-to-cost method." Two exceptions to this requirement are described in IRC § 460(e). The first exception is for any home construction contract (defined in IRC § 460(e)(6)(A)) entered into after June 20, 1988. Since JCCC does no home construction, none of its contracts would meet this exception. The second exception is for small construction contractors, as defined in IRC § 460(e)1)(B). Contracts meet this exception if, when the contract was entered into, the company estimated that the contract would be completed within two years from the date the contract began, and if the contractor's average annual taxable gross receipts for the three prior tax years were less than or equal to $10 million. As stated in the case, all of JCCC's contracts are normally completed within a twoyear time frame. JCCC's average gross receipts for 2003, 2004, and 2005 are $9,185,024 . This is less than $10 million, so that exception is met for tax year 2006. However, the average gross receipts for 2004, 2005, and 2006 are $10,546,734 . Because of JCCC's growth, it will be required to switch to the percentage of completion method for tax year 2007. During this converting year, any contracts previously in progress are still accounted for under the method the company has been using (completed contract method). Any new contracts started are computed on the percentage of completion method. This is known as the "cut-off" method. Because switching to PCM is a statutory change, the change in accounting method procedures (i.e., filing Form 3115) do not apply.
c) What is the "look back" requirement for tax purposes and does it apply to JCCC?
JCCC would not be subject to the look-back provisions for 2006 if it continues to use the completed contract method for tax purposes. However, it will have to apply the look-back provisions in 2007 when it switches to the PCM.
The look back provision is basically a mechanism to determine if a contractor's estimates in using percentage of completion accounting have caused taxes to be underpaid or overpaid in prior years. IRC § 460(b)(2) provides that, in the taxable year in which a contract is completed, the company must calculate whether or not the taxes paid in regard to that contract in prior years were more or less than the amount that would have been paid if the actual cost and contract price, rather than estimated contract price and cost, had been used to compute taxable income. If tax was overpaid or underpaid based on the actual contract results, the taxpayer must calculate interest due on underpayments and interest owed to the taxpayer on overpayments. There is no change in the total tax due, just interest for the timing errors in the payment of the tax. The company will have to file Form 8697, Interest Computation Under the Look-Back Method for Completed Long-Term Contracts, in any tax year in which a contract subject to the look-back method is completed.
d) How should the company's investments be reported on its 2005 and 2006 balance sheet (i.e. classification and valuation)?
FASB No. 115 paragraph 12 indicates that equity securities with easily determined market values should be classified as either trading securities or available for sale securities. Trading securities are securities bought by the company with the purpose of resale in the short term and, therefore, are always classified as current assets. Available for Sale securities are securities that are not either trading securities or held to maturity securities. Available for sale securities can be either current or long term. JCCC purchased all its securities for long-term investment, not for resale. Therefore, they should be classified as Available for Sale securities. Per ARB 43 Chapter 3A, current assets are those expected to be converted into cash within one year. Therefore, one could make an argument that at December 31, 2005, the investments should be classified as long term, but at December 31, 2006 they should be classified as short term. Students might argue that the securities should be moved to trading securities, since management decided to sell them, but this practice is discouraged.
The securities should be reported at their fair market values and the unrealized gains or losses should be reported in stockholders' equity as part of comprehensive income, not as part of net income. For JCCC, the balances reported would be: Any reasonable answer should be acceptable here. For whatever products the students choose to examine, they should clearly describe the features and why the products would or would not be an improvement over QuickBooks. In reality, a CPA firm would not include any products in the letter that would not be recommended as improvements to QuickBooks, because the purpose of the letter is to make useful recommendations. The client has not requested this information.
Number
b. Briefly explain to Joe and the other executives what an S Corporation is. Would JCCC qualify for SCorporation status for tax purposes? If so, do you think it might be advantageous for JCCC to apply for SCorp status? Why or why not?
Yes, JCCC could elect S-corporation status. An "S" Corporation is recognized by the IRS as a passthrough entity for tax purposes. Generally, this election was intended to be a benefit for smaller businesses. The company must meet the requirements established in the Internal Revenue Code and must file an election to be treated as an S-corporation. The requirements are specified in §1361. An eligible corporation can have no more than 100 shareholders. These shareholders must be individuals who are not nonresident aliens (or certain trusts). The company can only have one class of stock. JCCC appears to meet all of these requirements.
Students should describe the potential advantages to the client. It may be advantageous because the owners could avoid double taxation on the company's income. The company would be taxed on the owners' returns and not on the company's returns. This is generally an advantage when the company is profitable, as is the case with JCCC.
